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THE CITY LOAN MARKET TODAY AS A 
LIFE OFFICIAL SEES IT 


No Danger of Any “‘Monopolistic’’ Charge Here, He Finds 


If it is true that “competition is the 
life of trade”, then it is certainly true 
that trade is very lively in the mortgage 
loan field today. I do not think there 
is any danger that charges of monopo- 
listic practices will be brought against 
any company now engaged in the busi- 
ness of making city loans. 

The purchase of bonds and mortgage 
loans is virtually the only two invest- 
ment fields open to life insurance com- 
panies at present; and these fields are 
greatly restricted by state laws. The ex- 
tremely low yields available through 
the purchase of eligible bonds in the 
current market have caused life insur- 
ance companies to turn more and more 
during recent years to the mortgage 
loan field in an effort to increase the 
rate of return on investment funds. 
This eagerness to secure city loans has 
caused a “borrower's market” to exist, 
and almost every city loan of any size 
is now “shopped” by the borrower 
among several lending agencies to se- 
cure the best available terms, not only 
with respect to the interest rate, but 
with respect to terms of repayment, cost 
of the financing, the maturity of the 
loan, prepayment privileges, etc. 

It will be well to remember that in 
proportion to the amount of life insur- 
ance funds available for investment at 
the present time, the mortgage loan 
field offers only a comparatively small 
avenue for the investment of such 
funds. The life companies reporting to 
The Wall Street Journal invested $3,- 
084,500,204 during 1938. Of. this 


By G. D. BROOKS 


amount only $557,747,182, or 18.1 per 
cent, was invested in real estate mort- 
gage loans. 

When we consider the great eager- 
ness on the part of life companies for 
mortgage loans and also consider the 
limited field available for such loans, we 
are faced with the inevitable conclusion 
that we must use more than the usual 
care in the purchase and handling of 
these loans if we are to avoid the pit- 
falls that have inevitably followed a 
desire for yield that is so great as to 
cause the lack of a proper regard for 
the security of principal. 


Very Small Down Payment Loans 
Not the Best Policy 


Having looked at the city loan pic- 
ture with respect to the competitive 
angle and the attendant dangers pre- 
sented by the high degree of competi- 
tion prevailing, I think it will be well 
to consider the situation from the 
standpoint of the mechanics of the busi- 
ness, with some consideration being 
given to the changes that have been 
brought about in recent years. If we 
are to make city mortgage loans at the 
present time, there are a number of fun- 
damental factors that must be consid- 
ered: 

1. Type of loan to be made. This 
question naturally embraces the 
matters of length of the loan, 
amortization requirements, and 
prepayment privileges as well as 
the interest rate. 


Manner in which appraisals are 
to be made. 

Relationship with, and compen- 
sation to loan corresponden:s. 
Whether construction and com- 
mitment loans are to be made. 
Policy with regard to foreclos- 
ures. 

The trend today is definitely toward 
loans which are completely amortized 
in full during a given period, and, in 
my opinion, this fact is the most con 
structive element that has entered the 
mortgage loan picture. I think that 
loans made on the basis of 50 per cent- 
60 per cent of appraised values and 
amortized in full during a period of ten 
to fifteen years constitute investments 
that are as sound as any that can be 
found. To what extent we can, with 
safety, go beyond a 60 per cent loan, 
and to what extent we can, with safety, 
diminish periodic amortization of prin 
cipal by extending the term of the loan, 
are extremely debatable points. One 
school of thought argues that a loan 
made on a monthly payment basis, 
whereby the principal amount is paid in 
full during a given period, is so sound 
that virtually the entire value of the 
property can be loaned without fear of 
default, since the borrower will be pay- 
ing little more than rent. I do not agree 
with this theory and do not believe that 
it will prove to be any more sound than 
the “new era” arguments with refer- 
ence to common stocks that were heard 
so frequently during 1928 and 1929. It 
will be advisable to remember that very 
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little equity is obtained by the borrower 

during the first few years of a long 

term, completely amortized loan. 

I wish to explain here that my re- 
marks refer only to conventional loan 
plans and have no reference to FHA 
guaranteed loans, since such loans pre- 
sent a unique development that re 
quires special treatment. 

The competitive situation demands 
that some sort of prepayment privi- 
leges be offered to borrowers in many 
instances. Some companies now require 
the payment of a premium in order for 
excess principal payments to be made 
Other companies permit excess princi 
pal payments without penalty, provided 
such payments do not exceed 20 per 
cent of the amount of the loan in any 
one year. Other companies offer wide 
open prepayment privileges after the 
third year. 

Branch Office System Has 

Proved Expensive, He Says 

Appraisals of properties offered as 
security for mortgage loans are usually 
made in one of the following manners: 

1. By independent appraisers selec- 
ted by the insurance company 

2. By salaried employees of the in 

surance company 

3. By loan correspondents 

If independent appraisers are used, 
the fees are usually paid by the loan 
correspondents. Some companies now 
consider loans subject to appraisals to 
prevent losses on the part of loan cor 
respondents in the event the loans are 
not approved. 

Mortgage loans are now being made 
in one of the following manners: 

1. By branch offices composed of 

salaried employees. 

2. By loan brokers who do not have 
exclusive contracts, but who 
merely have the privilege of sub- 
mitting loans for consideration. 

3. By loan correspondents who 
have exclusive contracts to de- 
velop and submit loans from a 
specified territory. 

The branch office system has obvious 
advantages, but has proved to be very 
expensive and fails to provide the per- 
sonal contact feature offered by the 
use of local loan correspondents. 

The use of “free lance” loan brokers 
is considered unsatisfactory by many 
companies, since most such brokers act 
merely in the capacity of salesmen and 
feel no particular responsibility to the 
companies to whom the loans are sold; 
neither do they have any interest in the 
loans after they are closed. 

The old system of using loan corre- 
spondents, who have exclusive rights to 


make loans in their respective fields for 
the companies they represent, is still 
followed by the majority of companies. 
Since such correspondents are finding it 
exceedingly difficult, and in many cases, 
impossible to secure cash commissions 
from borrowers, many companies have 
found it necessary to arrange some basis 
of compensation for their correspond- 
ents. This compensation is usually in 
one or both the following forms: 

1. The payment of premiums for 

loans. 

2. The granting of participations in 

interest rates for loans. 

If participations in interest rates are 
granted, the correspondents are usually 
required to service the loans in a satis- 
factory manner. Many companies are 
convinced that the participation ar- 
rangement has solved the correspond- 
ent’s troubles, and has, at the same time, 
made the companies and the corre- 
spondent’s partners in the business of 
making loans. 

Most companies have found it neces- 
sary to pursue some policy which will 
permit its loan correspondents to make 
construction or commitment loans. The 
usual procedure is to consider such 
loans on the basis of appraisals made 
from plans and specifications. Commit 
ment letters are issued in connection 
with these loans, stating that the loans 
will be closed when and if the buildings 
are completed in accordance with plans 
and specifications, and subject to reap- 
praisal at the time of completion. When 
loans have been approved in this man- 
ner, banks are usually very glad to ad- 
vance funds during construction. 

Since the average city loan today is 
being made on a higher percentage of 
value than was formerly the case, it 
must necessarily follow that, in event of 
default, foreclosure proceedings must 
be begun with as little delay as possible. 
It is inevitable that additional city prop- 
erties will be acquired in the future. If 
our past experiences are to prove valu- 
able, I think we should act promptly in 
cases of default to acquire title to the 
properties as quickly as possible. Once 
title is acquired, I am of the opinion 
that such properties should be reno- 
vated and sold at the earliest possible 
date, because I do not think any insur- 
ance company has had any great success 
with being engaged in the rental busi- 
ness. 

Trying to Beat Present Rate 
Means Trouble Ahead 

I have made no attempt to differeni- 
ate between residential loans and com- 
mercial loans, because I believe that the 
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In this issue a life insurance execu 
tive looks at the present city loan mar 
ket . . . a metropolitan banker analyzes 
the real estate loan field from a banker's 
angle . . . and another insurance official 
presents a timely discussion of a vital 
current mortgage problem. 

G. D. Brooks, whose article heads 
this number, is manager of the Invest 
ment Department of the National Life 
and Accident Insurance Co., Inc., of 
Nashville, Tenn., and recently spoke 
before the Spring meeting of the Finan 
cial Section of the American Life Con- 
vention. His company is a member of 
MBA. Mr. Brooks believes that the 
“branch office system has obvious ad 
vantages but has proved to be very ex 
pensive .. .” and thinks, too, “that the 
company who attempts to beat prevail 
ing interest rates by offering larger 
loans or other unusual concessions to 
borrowers . . . is headed for trouble.” 


* * ok * 


Joseph M. Dodge is president of The 
Detroit Bank, also a member of MBA 
and the oldest bank in Michigan. The 
institution has 29 branches in the State, 
is 44th in size in the country and last 
month celebrated its 90th birthday. 
Mr. Dodge warns against a recurrence 
of the speculative excesses in the mort 
gage lending field that featured the 
twenties. “We face the same ex- 
tremes of competition we did in 1926. 
Lenders are beginning to lose their per: 
spective . . . Loans already committed 
by one lender are being chiseled away 
into the portfolio of another . . . This 
means only one thing: progressively 
more unsound loans,” he believes. 

* * & & 


William B. F. Hall is vice president 
and manager of the Mortgage Loan De- 
partment of The Lincoln National Life 
Insurance Co. of Ft. Wayne, and spoke 
before the recent Mortgage Study Con- 
ference in Ann Arbor, Mich., sponsored 
by the Detroit Mortgage Bankers Asso- 
ciation and other groups. Mr. Hall is 
too well known in MBA circles to need 
any further introduction. This year he 
is serving as chairman of our Insurance 
Advisory Committee. While his article 
is primarily devoted to problems of the 
“old house” his views on low cost hous’ 
ing in the U. S. are of the most imme: 
diate interest because of his part in Ft. 
Wayne's unique development. 
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MORTGAGE LENDING MUST BE ON THE ALERT TO 
AVOID SPECULATIVE MISTAKES OF THE PAST 


A Big-City Banker Surveys the Field and Advises a Cautious Policy 


From 1923 to 1928 banks contributed 
to a real estate speculative boom by 
buying unsound mortgage bonds and 
lending freely in both the mortgage and 
loan portfolios for real estate develop- 
ment and speculation. From 1925 to 
1929 the banks did the same thing on 
stock market securities. You know both 
stories painfully well. These specula- 
tion eras were financed with loans aris- 
ing from bank deposits in the first place, 
and, in many cases, settled with lost or 
depreciated bank deposits in 1933. 

Since 1929, however, there have been 
many steps taken to see that banks 
should not make the same mistakes with 
security loans in the future that they 
did in the past. There is the SEC on 
one side controlling the issuing of new 
securities and the speculative markets; 
and the Federal Reserve and the FDIC 


mn the other, controlling the banks. | 


Real Estate Loan Account May 
Be New Bank “Headache” 

All the forces of Government super 
vision have been directed toward curb- 
ing this source of future trouble. Be- 
tween these forces and what was 
learned by the hard route of paying for 
it in 1929 and 1933, it is not likely to 
happen again. 

Most of the recent amendments to 
the banking laws have been directed to 
restricting the use of depositors’ funds 
for speculative purposes, but that is al- 
ways assumed to be security speculation, 
appearing in the loan account. The real 
estate speculation was of a somewhat 
earlier date and not so easily recalled. 
Yet in 1933, losses on those earlier 
loans became a serious issue in many 
cases. Now we have a situation where 
every curb is put on security loans and 
every encouragement given real estate 
loans—without corresponding _ restric- 
tions, without open markets, without 
control of appraisals or amounts or 
classes and types of loans or periods of 
amortization. 

In considering how banks may get 
into trouble next, do not overlook the 
possibility that it may be right here in 
the real estate loan account. This does 
not belittle the bond account, which is 
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having its own boom, right now, but is 
also having a little share of everyone's 
best attention. That is another and 
nearer subject. 

The F. W. Dodge reports show the 
year 1939 starts with the greatest ac- 
tivity in residential building since 1929. 
The stage is apparently set for a real 
estate and building movement of large 
proportions which will take hold with 
increasing’ power as we approach nor- 
mal business conditions. The important 
point is to remember that every general 
speculation must be financed. In this 
country it has always been financed 
with bank loans. There is no reason to 
think that it will not be so financed 
again. If it is, banks will contribute to 
it with the use of depositors’ funds. If 
outright fictitious values are created as 
they were in real estate in 1925-1926 
and in securities in 1928-1929, it will be 
the resuit of unsound bank loans. The 
way loans are used, in total, controls the 
general effect of the speculation cycle. 
The extent of the contribution of the 
banks, through their loans, to the crea- 
tion of fictitious values measures their 
own future asset losses. 

Trouble can creep in through anxiety 
for earnings and through competition 
for earnings assets, and through failure 
to recognize speculative or boom values 
when they appear on the scene. Both 
of these problems go back to the funda- 
mentals of sound policy and sticking to 
sound policy. There are two separate 
battles: to have a real policy and to fol- 
low it. Not to let the exceptions be- 
come the rule, as they so often did in 
the past. 


Today’s Mortgage Mistakes May 
Be Permanent Mistakes 

There are three basic controls affect- 
ing the mortgage lending operations of 
banks; the first is the proportion of de- 
positor’s funds to be invested in mort- 
gage loans; the second is the policies in 
effect at the time the mortgage loans are 
made; the third is the protection given 
the investment after the mortgage loan 
has become a part of the bank’s assets. 

These acquire their importance from 
the fact that today’s mistakes in the 
mortgage account are apt to be perma- 


nent mistakes. Once made, they exist 
for years without being discovered. 
They will be obscured in the future, 
just as they were in the past by the 
period of general prosperity ending in 
1929. They will not be brought into 
focus for some time to come. The de- 
fenses must be built now. 

Little need be said about the propor 
tion of depositors’ funds to be invested 
In mortgages. That lesson was pretty 
well learned in the early 1930's. We re- 
member that whatever conditions, na- 
tional or local, caused deposit with- 
drawals also froze mortgages. The 
mortgage account and the loan account 
are subject to the same local risks as 
the deposit accounts. Under pressure, 
just about the first thing anyone does 
is to defer his mortgage payment to 
maintain the cash reserve in his com- 
mercial or savings account. 


A Yardstick for Governing 
Real Estate Loan Accounts 

There is one other point to be con: 
sidered here. A very important one. It 
is the amount of real estate transactions 
represented in the loans and discounts. 
I have known banks with too great a 
total loaned out on mortgages that also 
had 25 per cent or even 50 per cent of 
the commercial loan accounts predicated 
on real estate transactions. A continu- 
ous and careful classification of these 
loans added to the mortgages, with the 
total related to an analysis of the nature 
of the bank’s deposits, is the proper 
yardstick for controlling total real estate 
loan investment. 

What the appraiser says about prop- 
erty values, to be useful, should be en- 
tirely divorced from the amount of the 
loan asked for and who the customer is. 
In fact he functions better if he does 
not know. Whatever he gives as value 
and recommends as a_ suitable loan 
ought to be final. If he is subject to re- 
view or any adjustment, there should be 
many high hurdles to jump. Any 
change for sound and specific reasons 
should require his concurrence. 

One of the most ridiculous things in 
banking is to see mortgage loans made 
because the borrower has a good com- 
mercial or saving account he can draw 
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out in five minutes, while he has the 
bank tied up on a contract for five or 
10 years. When a condition arises that 
requires his money to save loss on the 
loans—-whatever made that necessary 
leaves him without any 


What Values Are Normal? 
What Values Are Sound? 

After the accurate determination of 
present values, the most important part 
of appraising lies in relating them to 
past and future. What values are not 
mal? What values are sound? What 
values are substantially permanent? A 
home too costly for its neighborhood 
or a home with special or extravagant 
features of luxury built into it—has a 
present value in the sense that money 1s 
being spent on it now, but this does not 
add to the actual loan value or sale 
value five or 10 years from now. Costs 
do not constitute property values. The 
value of costs may be lessened by in 
ferior construction or increased by 
superior construction. This is the 
reason the appraiser should be particu 
larly concerned with material and work 
manship, and bank lenders should do 
their part in discouraging cheap and 
shoddy construction. The tendency to 
overlook this responsibility can easily 
he traced to the fact that the appraiser 
or lending officer is constantly in touch 
with optimistic builders or real estate 
agents, who, for their own purposes, are 
naturally most interested in making 
everything appeal at its best 

Let me suggest that there has been 
entirely too little of the right kind of 
information prepared and used by the 
bank real estate appraisers and lenders 
There has been too little care taken in 
laying the technical groundwork of the 
mortgage lending policies and pro 
cedures and relating them to the general 
background of fundamental real estate 
conditions. Here is a field of bank oper 
ation worth developing. A little money 
spent on it will produce worth while 
returns. The real estate lending officers 
and appraisers will be more than willing 
because it helps their work. Most of 
them have had little encouragement and 
help toward a recognition of the im- 
portance of their work and in develop 
ing a really constructive, up-to-the-min 
ute, and completely effective lending 
operation 

We give a great deal of time to ana 
lyzing loan credits and security invest 
ments. We examine histories, prepare 
analyses, make reports and extensive 
checkings against similar securities and 
credits, and we watch them and watch 
their underlying markets closely. When 


a comparison is made between the usual 
approach to these investments and the 
information background of the average 
appraisal and the supervision of a mort- 
gage loan after it is made, the mortgage 
looks like a rather off-hand transaction, 
which it certainly should not be. 

In the mortgage lending business, we 
also face the penalties of poor protec- 
tion of the investment after the loan is 
made. No mortgage is inherently a safe 
5 per cent for 15 years. It has often 
been assumed to be a safe 6 per cent. 
Good security, no trouble, and little 
cost of handling made them a perfect 
bank earning asset. Had banks spent 
an additional 1 per cent of that income 
on servicing and reviewing the loans, 
the losses and the troubles would have 
been less. 

Each loan contract had terms of pay 
ment written into it. Collections were 
relaxed to meet competition and avoid 
the cost of re-investment or avoid los 
ing the loan entirely to someone willing 
to refinance it on better terms. The his 
tory of individual transactions will eas 
ily convince anyone that the losses 
taken on foreclosed real estate mort 
gages will never equal the amount of 
principal payments called for by the 
original loan contract and that the bor 
rower Was permitted not to make. 


Monthly Payment Loans Best 
Protection—If We Collect 


Now we have a more general use of 
amortization schedules and monthly 
payment mortgages. The Government 
HOLC and FHA loans have helped us 
out on that and helped sell it to the 
public as a proper procedure. This is 
one of our best protections—if we col 
lect. It is a hedge against mistakes of 
judgment in appraising and the vicissi 
tudes of the future. It helps protect 
against obsolescence, depreciation, waste 
and neighborhood changes. 

It does not completely take the place 
of reappraisals and maintenance and 
neighborhood inspections. Neighbor 
hoods change and deteriorate before 
houses do. The present 90 per cent 
FHA loans on inexpensive but thor 
oughly modern homes are rapidly de- 
preciating the values in older neighbor- 
hoods and some not so old. Large 
loans and a small investment provide a 
new and better home in a more desir 
able neighborhood. The volume of 
new building accelerates the obsol- 
escence of the old. Higher taxes and 
higher assessments on old properties 
create increasing underlying _ liens 
against actually declining real values be- 
cause structures themselves are obsolete, 


uneconomic for present needs and do 
not fit the demands of today. This 
leads to the inevitable conclusion that 
the principal payments on an amortized 
mortgage loan should reduce the debt 
to a conservative value of the site with 
in the economic life of the building. 


“New Propaganda” in Real 
Estate Lending Viewed 

Regardless of every other circum 
stance, the essential of protection is 
continuous collection of principal. Long 
foreclosure periods, the costs of fore 
closure, moratoriums, unpaid _ taxes, 
needed repairs not made, and principal 
payments not collected eventually give 
banks depreciated properties with prior 
liens and possible losses. 

Our philosophy must include the be 
lief that the steps we take to protect the 
investment of depositors’ funds are also 
a just and equal protection to the bor 
rower. They force the development of 
his equity. They keep him buying and 
not merely using. They protect his own 
ership under adverse circumstances 
But, to fulfill that purpose, we must in 
sist he pay when he can and not leave 
demand for payment until the time 
when he cannot meet it. 

Lately we have had called to our at 
tention a new principle in mortgage 
lending. We are told the credit risk is 
more important as basic security than 
property values. It is a new propa 
ganda. I will not deny its importance, 
but I will deny it that importance. 
After the loan is first made, the biggest 
danger is the unemployment of the bor 
rower. This may be loss of job, salary, 
dividends, interest or rental income. It 
is all the same. A failure of income can 
not be foreseen, regardless of the care 
used in extending the original credit. A 
credit risk may be good for several 
years, but in 10 or 15 years the country 
probably will pass through two business 
cycles, maybe more. In this young 
country people do not stay firmly 
enough in one place the long periods of 
time we are encouraged to provide for 
payment of mortgages. Legislatures are 
rapidly wiping out deficiency judg 
ments. That adds no value to the credit. 
The only hedge against any or all of 
these risks is amortization while the 
borrowers’ income is coming in. 

Today, particularly in the large com- 
munities, we are facing almost the same 
extremes of competition we did in 1926. 
Lenders are beginning to lose their per- 
spective. Commissions are being paid 
for loans. Loans are being solicited and 
inducements are being offered. Loans 

(Continued page 8, column 3) 
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THE “OLD HOUSE HEADACHE” AND OTHER 
CURRENT MORTGAGE PROBLEMS 


Including Institutional Investments, Low-Cost Housing and FHA 


The symptoms which accompany the 
“old house headache,” it may be said 
that the disease appears throughout our 
land under different guises, in various 
localities, and under a_ diversity of 
names. In general, however, the basic 
symptoms are the same. The disease is 
characterized by a severe pain in the 
neck and is generally accompanied by 
loss of appetite and melancholia. In ex 
treme cases the patient is subject to cold 
chills and recurrent nightmares. 

It is my contention that, in general, 
old house headaches are traceable to the 
difficulties of valuation. I think that if 
ve could accurately value old properties 
we would have no old house headaches. 
If you knew exactly what an old house 
was worth before you loaned on it, if 
you could be sure you had appraised 
all the factors that would affect its 
value, you would never acquire that 
property. If you knew exactly what the 
property would bring in the market to 
day and could appraise exactly how 
much it would increase or decrease in 
the next few years, your valuation of 
the property might be dependable. Un 
fortunately, the difficulties of appraisal 
are increased by the fact that the real 
estate market, unlike the stock market 
and commodity market, moves slowly, 
the commodity in which it deals lacks 
standardization, and the channels of in- 
formation are imperfect. 


Reproduction Cost Analysis 
Difficulty in Appraisal 

Another source of difficuity in valu- 
ing an old house is the difficulty of em- 
ploying a replacement cost analysis. It 
is more diffcult to determine the re- 
placement cost of an existing property 
than of a new property. It is the ex- 
perience of my company, and, I think, 
of others, that the appraisal error varies 
directly with the age of the property. 
In handling residences during the past 
five years we have found the errors in 
valuation were fewer in the cases of 
houses which were appraised when new 
than where the appraisals were on old 
houses. There are a great many fea- 
tures of the old house which make it 
dificult to get at the facts. When you 
go into an old house you don’t know 
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what is under the plaster. In a new 
house you can study the plans and speci 
fication, check the materials, and know 
what they cost today. When you look 
at an old house in a fully built-up 
neighborhood, with every lot gone, how 
can you say what the lot is worth? Who 
are we, any of us, to say what the lot 
is worth, now that the house is on it? 
You can't sell the lot without tearing 
down the house. An improved prop 
erty is a unit in my estimation, and a 
unit difficult to appraise. 


How Long Do Old Houses 
Last? Another Question 

Another difficult question concerns 
the remaining life of the old house. 
How long will the thing last? In mak 
ing replacement cost appraisals we as 
sume an original cost, and a deprecia 
tion of so much a year. We have to 
estimate carefully how long that house 
will be there, and that depends upon a 
lot of things. Consider the life history 
of our houses. They start out new and 
clean like our tailor-made suits. After a 
time they are handed down to the hired 
man or the chauffeur, and finally end 
up at the Salvation Army. Our houses 
are the same. The house is a tailor 
made article, cut and mitred by skilled 
craftsmen just as a tailor sits on his 
bench cross-legged and hand sews a 
high-priced suit. The new house is 
strictly a luxury article which only 
about 20 per cent of our population can 
afford to buy. The rest of the people 
must be contented with other people's 
hired-man and Salvation Army house 
In each case it isn’t well suited to the 
needs of these people who get it second 
and third hand because it was originally 
cut and fitted for a family with a much 
different way of living. 

At the present time houses are new, 
grow old, and finally sink into a great 
limbo of nothingness. During this pro- 
cess, it is the fond hope of the owners 
that the land value is increasing. It is 
a good old American idea that land val- 
ues go up as the house grows old; that 
the time the house is ready for demoli- 
tion the land can be sold for a factory 
or warehouse for enough to recover the 
original cost of the land plus a nice 


profit. That is simply wishful-thinking. 
As the old neighborhoods grow older, 
the location may or may not become a 
warehouse site. We do know, however, 
that taxes will continue anyway. As the 
house grows older and the rent gets 
lower and lower, the evil day finally 
comes when costs exceed revenues and 
when there is no longer any excuse for 
not tearing down the contaminated, 
substandard house. On our statute 
books we have all the necessary powers, 
if enforced, to get rid of the housing 
menaces. If the building, fire, and sani 
tary authorities condemned every house 
not up to standard, we would not have 
any dilapidated houses. Unfortunately, 
there aren't any other houses for these 
people to move into. 


The U. S. Wants and Needs 
Lower Cost Houses 

How long will this process go on? 
Until some bright man finds out that 
it is possible to build houses for the low 
cost consumer. There seems to be a 
general trend in this country, and I be 
lieve a permanent one, toward produc 
ing new houses at low-cost levels 
Eventually this process is going to take 
ten years off the useful life of the 
houses you now own, a_ possibility 
which may give you something to think 
about. 

Another type of old house headache 
is the one caused by new merchandising 
methods. All over the country you 
have seen refrigerators wrapped up in 
red ribbon. In our Fort Wayne low 
rent housing, we were at first quite 
taken aback by such questions from 
tenants as, “Where is the outlet for our 
electric refrigerator? Where does our 
washing machine go?” Relief workers 
are purchasing on monthly payments. 
The selling points in new houses are the 
red knobs in the kitchen, the new com- 
position walls in the bathrooms, rather 
than the quality of workmanship or the 
grade of the lumber used for studs. 
There is a new kind of high-pressure 
merchandising being applied to new 
housing which can never be applied to 
the second-hand article. As housing 
becomes more and more of a big busi- 
ness, more and more nationally adver- 
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tised, with more and more emphasis 
placed on the appeal of novelty, just so 
much faster is going to be the obsol- 
escence of your old house. In my opin 
ion the increasing rate of obsolescence 
of houses is one of the important argu- 
ments against increasing the term of 
mortgage loans. 


Vast Amount of Real Estate 
Held by Institutions 

Institutionally held real estate is a 
threat today. The vast amount of insti- 
tutionally-held old property is actually 
appalling. I think the lenders are not 
free from the accusation that they too 
thought that real estate forever and ever 
went up in value. It has been the ten- 
dency of some more or less complacent 
financial institutions to say, “This prop 
erty is on our statement now at our in 
vestment cost. If we sell it today we 
show a loss: if we keep it on our books 
we don't. Let us hold onto it until we 
can get our money out of it. When the 
market rises we will sell for what we 
have in it and suffer no loss.” That sort 
of talk has been going on since the De 
pression. Ten years have passed and 
nothing has happened yet. Even the 
most complacent institutions are waking 
ip to that fact. There is a movement 
ifoot to find out whether an institu 
tion’s real estate is worth the amount 
if its investment. The Government has 
ilready sent to twenty-six life insurance 
questionnaire of most 
searching questions. It inquires in de 
tail how long you have owned each 
much income it has pro 


companies a 


house, how 
duced, and its present value based on a 
current appraisal. There is going to be 
a great deal of pressure applied to write 
down these investments to market value 
rather than investment value. As this 
is done, the old houses are going to be 
forced into the market. In the imme 
diate future you will see it become nec- 
essary for institutions to dispose of 
their old houses at market value, or at 
least to write them down to market 
value. This means that old houses are 
going down in market price in the very 
near future. 

I do not believe that unusually rapid 
technical progress is lurking just around 
the corner to add to our pain. You have 
heard a great deal about the prefabri- 
cated house since the Depression. Many 
people have been trying to figure out a 
way of introducing quantity production 
into the housing field. This will be a 
continuing threat as long as it remains 
a fact that no matter whether you buy 
or rent or build you get less for your 
money in housing than any other single 
American article. 


There is a prefabricated house com- 
pany which is now operating in the 
black, the first one in history. I know 
that they have made an offer to a com- 
pany in the East to deliver three-room 
apartments erected with all plumbing 
facilities for less than $1,500 a unit. A 
western city is considering the placing 
of an order for several thousand units. 
When quantity purchases like that 
come in, quantity production will be- 
come a reality. We then can turn them 
out as Ford does automobiles, and when 
we do, the price, inevitably, will come 
down. If this manufacturer can deliver 
houses in the Rocky Mountains from a 
factory in Indiana on a profitable basis, 
then isn't it likely that he will be able 
to undersell the old house market in 
your community? 

Technological progress may not be a 
threat tomorrow or the next day, but 
in the next five years I believe it will 
open your eyes. 


Only 12% of Our People Can 
Afford a $5,500 House 


Last, but not least, one of the impor 
tant contributors to our old house head 
ache is Government. The Government, 
I believe you may know, is in the hous 
ing business. We have all felt some of 
the effects of it. About four or five 
years ago the Government entered the 
housing business in the name of emer- 
gency. A number of socially-minded 
folks, starry-eyed individuals who 
wanted to raise society from the depths 
overnight, came back from __ trips 
through Russia and Germany and Italy 
and told us of the wonderful things 
those countries were doing for their ill- 
housed. They showed us_ beautiful 
photographs, and said, “America can do 
even better than that. Nothing is too 
good for the American man.” And so, 
in the past five years, P. W. A. has 
erected forty-eight palatial projects, the 
cost of which has averaged about 
$5,500 for each family. Of course, only 
about 12 per cent of the population can 
afford to live in a $5,500 house, but the 
theory seems to be that not only shall 
this 12 per cent be housed at this mil- 
lenium level, but that they shall be 
taxed to house all the rest of the popu- 
lation as well. I can describe one proj- 
ect in Indianapolis, where they cleared 
up twenty-two acres of the worst type 
of negro slums. Negroes were doubled 
up four or five families to a house be- 
cause they could not afford to pay for 
separate quarters. That called for action, 
so they tore down twenty-two acres of 
slum, erected four acres of apartments 
with tile baths, electric refrigerators, 


and electric stoves, and then, because 
the hanging of washing outdoors would 
obscure the eighteen acres of park, they 
put in electric laundry stoves and dry- 
ers. This project caused the removal of 
twenty-two acres of suffering negro hu- 
manity. They could pay only $10 a 
month, but lo and behold, with all the 
Government subsidy, the rents on the 
property are $25 a month. Where are 
the former slum dwellers of the area? 
They are living in worse conditions 
than before. Who has gone into the 
new beautiful project Nobody on re- 
lief: the man who has gone back in 
there is the negro policeman, the Pull- 
man porter, the rich man’s chauffeur, 
the mailman. All of them were paying 
$25 a month for some old house which 
was undoubtedly a satisfactory dwell- 
ing. But the Government took the ten- 
ants away from private capital and de- 
preciated the value of those old houses. 
That is not just the story of Indian 
apolis, but of forty-eight projects 
throughout the country. 

If that is going to go on, what is the 
limit to the depreciation of the old 
house? They are moving out of apart- 
ment houses which investment institu- 
tions own in Chicago. Tenants paying 
$40 can move into a Government 
project for $35 and get a $60 a month 
apartment. That is a serious problem, 
and one which is on the battle front 
right now. 


The Time Is Past for 
Ignoring Our Slums 


Now you can't laugh off slums. 
Blight and bad housing are real prob- 
lems in every city. Actually the slum 
dwellings are contaminated articles be- 
ing sold to the public, articles which are 
every bit as unfit for consumption as 
the contaminated meat in a_ butcher 
shop. A butcher is prohibited from sell- 
ing any meat which goes bad. The 
Government enforces that law but it 
does not enforce any of its present laws 
on contaminated houses. I am willing 
to wager that nobody living in Detroit 
who is paying less than $15 a month 
rent occupies a house that is not violat- 
ing all, or some, of the building and 
health and fire ordinances. If the city 
stepped in to enforce those laws, there 
would be no place for these people to 
move. In my home city recently, 
the fire marshal moved in to close the 
third floor of an old homestead. In the 
attic, there were chicken wire stalls 
with wall paper pasted over the wire to 
separate the dwelling units. Those stalls 
with a gas burner and sink were rent- 

(Continued on page 8, column 1) 
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THE RENT INFLUENCE 


In past periods of extensive building 
activity rising rents have always acted 
as a powerful stimulant to new con- 
struction. That this factor is apparently 
absent today is the opinion of the mem- 
bers of the Mortgage Bankers Associa 
tion of America, as revealed in their 
answers to our recent questionnaire. 
Eighty of MBA members replying be- 
lieved that rents have not risen sufh- 
ciently since 1934 to act as an induce- 
ment to new home building, 15 per cent 
believe that they are exerting some 
effect on the present building trend, and 
§ per cent are doubtful. We asked 
whether they believed “rents had risen 
suficiently to induce new home con- 
struction” and the replies were: 


Members In Yes No In Doubt 
Eastern States ; 11% 78% 11% 
Far West & Mt. States 21 74 5 
Southern States .......... 20 78 2 
Midwestern States ...... 10 88 2 


Apparently cheap money and the 
financing terms available today are tak- 
ing the lead in stimulating new con- 
struction. Rising rents do not seem to 
be in the running. 


Speaking of rents, the National In- 
dustrial Conference Board Index shows 
that January rents were at a level of 
86.2 which is based upon the 1923 
monthly average of 100. Hence, for 
nearly a year and a half residential 
rents have either declined or remained 
constant. Rents, then, are now about 
34 per cent lower than they were at 
their high recovery point in October, 
1937. 


THE INTEREST RATE IS 


THE 


BORROWER’S CHIEF CONCERN 


By CHAS. A. BRAMAN 


Lower interest rates and smaller prin- 
cipal payments on the liberal real estate 
loans now being made are doing more 
than anything else to stimulate home 
building. Building costs and all other 
costs connected with home ownership 
are almost as high as they were from 
1926 to 1929, but mortgage repayment 
schedules are at least 30 per cent lower, 
so that owners are now getting better 
houses for mortgage payments of $70 
per month than they could have had 
for $100 per month ten years ago. In- 
terest rates have dropped about 1 per 
cent on the best class of residence loans 
which means a saving in total interest 
charges of about 20 per cent. 





The interest rate is by far the 
most important single item to the 
borrower in making a mortgage 
loan. Other concessions may ap- 
pear very attractive at the time 
the loan is made, but if, in return, 
the interest rate is higher the bor- 
rower gains nothing, Mr. Braman 
says. 

Chas. A. Braman is president of 
the Cleveland Mortgage Bankers 
Association and is in business for 
himself in that city. He is an in- 
surance company correspondent. 











Principal repayment schedules on 
new homes are now being arranged to 
start at approximately 3 per cent a year 
which is about 40 per cent lower than 
such payments were in the 1920s. 

From an owner's standpoint, the 
three most important factors in a real 
estate loan are the rate of interest, the 
schedule of repayments and the length 
of the period during which the interest 
rate and other terms cannot be changed 
by the lender. 

The rate of interest is, of course, by 
far the most important factor in the 
real and final cost of a loan, because it 
usually takes about 20 years to pay a 
real estate loan, either by the old meth- 
od of paying 5 per cent a year on prin- 
cipal, plus simple interest, or the plan 
that is now more popular of paying a 
fixed monthly payment each month 
during the full term of the loan. 


Over a 20-year period under either 
plan the borrower will pay about 20 
times the annual interest rate on the 
average balance of the loan. Thus a 
difference of 1 per cent in the interest 
rate actually means a difference of about 
20 per cent in the amount of interest 
that must finally be paid. 

Expressed another way, a difference 
of 1 per cent in the interest rate means 
a saving of about 10 per cent on the 
original amount of the loan, or a saving 
of more than $1,000 in interest on a 
loan of $10,000. 

The following table shows the total 
amount of interest that would be paid 
during a period of 20 years on a loan of 
$10,000 at rates from 4'4 to 7 per cent, 
if the principal of the loan were reduced 
5 per cent, or $500 a year plus interest: 
44% rate, total int. would be $4,725 


5 / rate, total int. would be 45,250 
5\AIJ rate, total int. would be 5,775 
6 &% rate, total int. would be 6,300 
7 Qo rate, total int. would be 7,350 


The total amount of interest that 
would be paid on a loan of $10,000 at 
the same interest rates if payments were 
made at a fixed monthly rate, including 
interest for each of the 240 months dur- 
ing a 20-year term would be as follows 

Total Interest 


Payments 
In 20 Years 


240 Mo. Payments 


Interest Rate Including Interest 


VA% $63.20 per mo. $5,168 
5 O 66.00 per mo. 5,840 
1VY2% 68.80 per mo. 6,512 
6 % 71.60 per mo. 7,184 
7 J 77.20 per mo. 8,528 


Under this latter plan the amount 
available for principal reductions out of 
the monthly payments starts at the rate 
of about 3 per cent a year and gradually 
increases to about 7 per cent a year, so 
that it averages 5 per cent per year over 
the 20-year period of the loan. 

A loan of $10,000 has been used in 
these illustrations so that the figures 
may be easily applied to a loan of any 
size by simple arithmetic. 

These new methods of financing are 
putting the possibility of home owner- 
ship within the range of a large new 
class of families by reducing the month- 
ly payments and lessening the final cost 
through lower interest rates. 
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HALL’S REAL ESTATE LENDING ANALYSIS 


(Continued from page 6) 


ing for $10 a month. The owner didn’t 
protest the closing order, but the ten 


ants did. They said, “If you force us 


to get out of here, there is no other 


place in the city to which we can 
move.” As long as that situation ex 
ists, there is pressure brought on all of 
us to provide units for those unfortu 
nate people. Unless we have something 
better to offer than the governmental 
foolishness that is going on now, we 
will have to stand for it, and pay for it 
In my humble opinion, the difficulty 
goes back to one of the previously men- 
tioned headaches—the fact that hovses 
are not produced like other American 
articles. The WPA worker goes to work 
in an automobile but lives in a dump. 
The truth is that all of ovr money flows 
to the point where we get the most for 
it, and we get more for our money in 
an automobile than in any other article 
No wonder the poor man drives a car 
and lives in filth. Until we can devise 
some way to produce American houses 
at low cost, we will always have slum 
conditions or Government housing, 
both of which are objectionable. Both 
conditions accelerate the depreciation 
»f our stock of old houses. 

A second aspect of the Government 
headache is the financing angle. I 
presume mortgage lenders have definite 
opinions as to what the Government 
should do in the field of financing. First 
consider FHA insurance of mortgages 
on allegedly low-rent apartment houses. 
Tenants are moving out of apartment 
Chicago to go into FHA 
apartment houses. Is that a case of 
Government affecting our business? 
Certainly we can't sell our old apart- 
ment houses and obtain FHA financing 
for them, for they are not acceptable 
for Government aid. Apparently, then, 
there must be some social motive be 
hind this policy of apartment financing, 
and if I am not mistaken, the low-rent 
apartment house loan under FHA was 
put into effect to stimulate that class of 
building activity. Someone in Washing: 
ton said, “New apartment houses are 
needed, and we will insure loans up to 
80 per cent.” Eighty per cent of what? 
There is evidence that loans will be in- 
sured at more than 80 per cent of the 
cost of land and building. This finan- 
cial leverage, granted by a beneficent 
Government to the man who will pro- 
mote new apartment house construction, 
creates an unearned increment in the 
value of his property, and, in fact, is a 
disguised subsidy. The result of this 


houses in 


thirty-year financing at 44 per cent, 
with the privilege of borrowing all of 
the cost for your building providing 
that you own a piece of land, is likely 
to be a decline in the value of your old 
property. With such liberal terms of 
financing, the rents in FHA apartments 
are going to be low enough to attract 
tenants out of your old apartments. 

Let us now move on to the question 
of FHA insurance on new houses and 
old houses. Several issues are involved 

shall existing construction be insured 
by FHA on the same terms as new con- 
struction, shall it be eligible for 80 per 
cent loans while new construction is 
eligible for 90 per cent loans, or shall 
mortgage insurance on existing con- 
struction be eliminated entirely? Is it 
healthy to finance new construction for 
twenty-five years at 5% per cent inter- 
est when old houses can only get twenty 
years and SY) per cent interest? The 
FHA wants the law renewed to allow 
insurance on existing construction up to 
80 per cent. It appears to me that if it 
is sound to insure loans at all, and if it 
is within the province of the Govern- 
ment to insure loans on new construc- 
tion, there is no logical reason why by 
that same token it is not logical to in- 
sure existing construction. If the Gov- 
ernment is going to assume mortgage 
risks, socialize and spread those risks, I 
can see no reason at all, except a selfish 
reason, why it is not just as sound to 
insure the risks of old properties as of 
new property. Of course, I have pointed 
out that appraisal varies within wider 
limits on old construction. That fact 
points to the need for more conserva- 
tive appraisals and less liberal terms on 
loans on old houses, but it does not con- 
stitute an argument for the discontinu- 
ance of mortgage insurance on existing 
construction. 

There is a certain inconsistency in 
FHA policy. On the one hand, it is 
fighting for mortgage insurance on old 
houses, while at the same time, it is 
averse to insuring mortgages on old 
apartments. Certainly many of the ar- 
guments which apply in the first case 
likewise apply in the case of apartment 
houses. 

There are other questions about the 
FHA program. There is the question 
of the soundness of 90 per cent loans. 
Many have asked me whether any sane 
man could conscientiously recommend 
the lending of 90 per cent of value 
without insurance. It seems to me that 
while that question may be of academic 


JOSEPH M. DODGE 


(Continued from page 4) 
already committed by one lender are 
being chiseled away into the portfolio 
of another. Lenders with no commun- 
ity interest other than the commission 
or service fee to be earned on a loan 
are going after volume in a big way and 
are, in some cases, encouraging borrow- 
ers to buy beyond their means. 

This means only one thing, progres- 
sively more unsound loans. As I see it, 
it is the banks’ obligation not to be led 
into these extremes. We must have 
both a real policy and a sound policy 
and we must hang on to them. We are 
all anxious to meet the public needs for 
home ownership and have our loans 
further it. From a social standpoint we 
want to see as many home owners as 
possible and to help the business re- 
lated to it. 

If we add together the good we can 
do for the people who get sound loans 
for home ownership and we limit specu- 
lative excesses and we carefully protect 
our depositors’ funds, we have given 
the greatest possible service to, and met 
the fundamental needs of the greatest 
number of people. No plea or demand 
for special consideration in the form of 
an unsound loan transaction can stand 
against that belief carried into action. 


G. D. BROOKS 


(Continued from page 2) 
same rules and methods that apply to 
one also apply to the other. I am of the 
opinion that the “ability to pay” on the 
part of the borrower is of paramount 
importance whether the loan is to be 
secured by a small residence or an office 
building located in the heart of the 
business district of a large city. 

I have deliberately refrained from 
discussing interest rates in connection 
with city loans. I firmly believe, how- 
ever, that the company is headed for 
trouble who attempts to beat prevailing 
interest rates by offering larger loans or 
other unusual concessions to borrowers. 
I believe that lending at prevailing rates 
coupled with a sincere effort to reduce 
principal losses and operating costs will 
prove to be the much wiser policy to 
have pursued. 








interest, it does not touch on the real 
issue. The fact is that insurance on 90 
per cent loans is available for sane men 
to use. Obviously, no sane man would 
lend on more liberal terms than neces- 
sary to put his funds safely at work. 
The real issue is not what should be 
done, but what can be done. 
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